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SUMMARY
AT&T, Time Warner, Charter and the other titans of the cable industry have most
of their revenue streams deregulated, yet the smallest cable businesses — those operating
thousands of systems serving rural America - remain subject to regulation of virtually all

of their revenue streams. That is the impact of the Commission’s recent Order in this

In 1996, Congress enacted important relief for small cable businesses. Congress

accelerated CPST deregulation for small cable and totally deregulated those that provided
a single tier of service (e.g., basic-only systems). Basic-only systems remain common in
the most rural areas. The over-inclusiveness of the Commission’'s affiliation rules,
however, strips these systems of their deregulated status, subjecting virtually the entire
revenue stream of these small cable businesses to regulation in perpetuity.

The Commission’s final rule, while recognizing some of the critical issues, still
wrongfully precludes many small cable businesses from receivingvthat relief. The American
Cable Association files this Petition for Reconsideration and Partial Stay to address critical
deficiencies relating to the Commission’s decision in its Cable Act Reform Order.

The Commission correctly recognizes that for purposes of small operator
deregulation truly passive investments should not trigger an affiliation; however, limitations
placed on those passive investments render the passive investment exception superfluous.
A meaningful passive investment exception to affiliation remains critical to small cable.
Without it, small cable will remain crippled in its ability to secure additional capital,
hindering small cable’s ability to effectively compete in this rapidly advancing muitichannel




video programming market and relegating much of rural America to a widening of the
“digital divide.”

The record shows that small operators’ deregulatory status is a primary concem for
investors. Institutional investors do not generally seek to control the cable operator's
business but merely to protect their investment. The limitations placed on the passive
investor exception, however, go too far. They require investors to forego even the most
minimal measures of protection, e.g., holding a seat on the operator's board of directors
or review of the broadest of annual budgets or business plans. Given this Hobson's
choice, investors will once again forego small cable ?nvestment opportunities.

As the Association explained in earlier stages of this proceeding, the affiliation
standards used by the Small Business Administration (“SBA”) adequately prevent investors
from exercising control without hindering Small businesses’ ability to attract capital. The
Commission should therefore repeal its newly implemented limitations on the passive
investment exception to affiliation in favor of SBA's standards.

The Association, which has sought relief for over three years on this issue, requests
that the Commission stay the effectiveness of the limitations on passive investments
pending Commission action on this Petition. This will serve to maintain the status quo by
preserving existing investment arrangements and allowing small cable to continue its

efforts to enter into crucial investment relationships.
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I INTRODUCTION

The American Cable Association (formerly the Small Cable Business Association)
("Association” or “American Association") timely files this Petition for Reconsideration’ to
address critical deficiencies in the Commission’s decision in the above-captioned
proceeding.? With its Cable Act Reform Order, the Commission took a critical step towards

' See In the Matter of Implementation of Cable Act Reform Provisions of the
Telecommunications Act of 1996, Report and Order in CS Docket No. 96-85, FCC 99-58
(released March 29, 1999) (“Cable Act Reform Order’). The Commission’s decision
appeared in the Federal Register on July 2, 1999. See 64 FR 35948. Under 47 C.F.R. §§
1.429(d) and 1.4(b)(1), a party must file its petition for reconsideration within 30 days of
that date, that is, by August 1, 1999, a Sunday. Petitions for Reconsideration therefore
become due on Monday, August 2, 1999.

2 The Association has an interest in this proceeding as a participant in the
Commission’s earlier rulemaking proceeding. See In the Matter of Implementation of
Cable Act Reform Provisions of the Telecommunications Act of 1996, Comments of the
Small Cable Business Association (June 4, 1999) and Reply Comments of the Small Cable
Business Association (June 28, 1999); see also Ex Parte Supplement Regarding Affiliation
Standards by the Small Cable Business Association (October 11, 1996) (“SCBA
Supplemental Comments”); Ex Parte letter of the Small Cable Business Association
(November 11, 1998).
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recognizing that passive investments should not give rise to an affiliation. The

. The limitations that the Commission placed
on passive investments generally have no rational relation to the degree of control an
investor can exert over the cable operator. As the Association explains below, to give
substantive meaning to the passive versus active investor distinction, the Commission
must repeal certain additional restrictions contained in the Cable Act Reform Order.

The Association files this Petition on behalf of its nearly 300 member smaller cable
businesses and their small cable systems (collectively “small cable”) that serve more than
2.3 million subscribers nationwide. The majority of the Association’s members have fewer
than 1,000 total subscribers. Then known as the Small Cable Business Association,
smaller, independent cable businesses formed the Association in 1993 to represent the
collective interests of its members and to speak with a unified voice regarding issues
affecting their businesses. The Association regularly represents its members’ interests in
Commission proceedings to inform the Commission of characteristics and concerns of
smaller and independently owned cable businesses and to ensure that Commission
decisions do not unfairly and adversely impact its members’ businesses.

. BACKGROUND

In its Cable Reform Act Order proceeding, the Commission, pursuant to
congressional mandate, sought to place limitations on the size of companies that qualify
for small operator status under the Telecommunications Act of 1996 (1996 Act”). For
purposes of determining affiliation under Section 301(c) of the Telecom Act, the

Commission adopted a 20% ownership threshold, concluding that “investments at this level

-2-




provide sufficient incentive for the affiliated entity to provide financial support to the smaller
cable entity.”

The Commission also determined that it would exclude "truly passive investments
when determining whether an investor’s interest in a cable operator exceeds 20% for
purposes of small cable operator deregulation.™ The Commission reasoned that “counting
truly passive investment toward the 20% affiliation standard could punish a large number
of operators that presumably were the intended beneficiaries of the small operator
provision of the 1996 Act.”® The Commission, however, also concluded that it would not
consider equity investors’ interests as passive in any of the following situations;:

¢ A representative of the investor sits on the cable operator's board of directors

g:‘ :31\2::? committee, or otherwise has involvement in the operation of the

¢ The investor “retains the authority to approve or disapprove the cable
operator’s standard business transactions.*’

The Commission reasoned that in such instances, “the investor is taking an active role in
the operation of the cable system and thus should be deemed affiliated with the operator,
if the investment meets the 20% threshold.™ Recognizing that the distinctions drawn differ
from the approach used by the Commission in other contexts, the Commission defended

3 See Cable Act Reform Order, FCC 99-57 at Y] 69-70.
“ Seeid. at{73.

5 See id.

® See id.

” See id.

® Seeid. at ] 73.




its decision as addressing concems other than program content influence or
anticompetitive economic incentives.? Instead, the Commission believes that the concern
presented in the context of small cable operator deregulation focuses on “limit[ing] the
class of operators to whom this exemption applies while not cutting off investments that will
aid in system growth and modemization."*

supetfluous. The Association therefore files this Petition to request that the Commission
repeal these restrictions on passive investments.

lil. THE PASSIVE INVESTOR DISTINCTION REMAINS CRITICAL TO SMALL
CABLE.

The passive investor distinction remains critically important to small cable.
Notwithstanding the sunset of cable programming service tier (‘CPST") rate regulation
earlier this year, basic service rate deregulation remains a critical concern for many smali
cable operators. Many, mainly larger cable operators, have benefitted from rate
deregulation; the same is not true for many of the smallest operators that do not offer
multiple ﬁgrs of service. Compared to the majority of the cable industry that has a
significant portion of its rates deregulated, these single-tier providers remain subject to
regulation of virtually all of their services. This regulation will continue in perpetuity until
the Commission rectifies its actions. For these smallest operators, access to outside
capital becomes even more important, yet, as discussed below, the restrictions imposed

by the Commission will deter such investment.

® See id.
10 See id.




The Commission’s decision raises an additional concem. The limitations placed on
passive investments bear no rational relationship to the underlying goals of the small
operator provisions at issue. The Commission states that the small operator provisions
of the 1996 Act seek to “minimiz[e] regulation and enhanc|e] the capital attractiveness of
small cable entities, while ensuring that the benefits of small system regulation are not
extended to larger entities where such relief is unnecessary and inappropriate.”' In
seeking to narrow the application of the passive investor exception to “truly passive
investments,” the Commission erroneously presumes that access to capital will provide the
operator with access to the expertise and personnel needed to comply with rate regulation
burdens.'? Minimal measures taken by an otherwise passive investor to protect its
investment, e.g., sitting on the cable operator's board, reviewing or approving overall
annual budgets or business plans, will not give the small cable business access to
additional financial resources of the investor."® Such measures, similarly, will not give rise
to operational advantages that make small operator relief unnecessary.'* Unlike the
situation where affiliation with a larger multi-system operator provides the small operator
with expertise and operational efficiencies, investment by an institutional investor provides

nothing more than a set amount of capital. The limitations that the Commission places on

"' See Cable Act Reform Order at ] 67.
'2 See Cable Act Reform Order at note 211.

B Jd. (“[The affiliation test in the context of the $250 million revenue threshold
focuses on access to financial resources.”)

'* See Cable Act Reform Order at ] 72 (As institutional investors have explained,
“passive investrent does not afford operational advantages to the cable operator.”).
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the passive investor exception therefore serve no purpose in terms of ensuring that only
those cable operators that lack the resources to comply with rate regulations qualify for
deregulatory status.

IV. THE COMMISSION SHOULD REPEAL THE LIMITATIONS IMPOSED ON THE
PASSIVE INVESTOR EXCEPTION.

The limitations placed on passive investments bear no rational relationship to the
objectives of small operator deregulation, making the Commission’s decision arbitrary and
capricious. The limitations ignore marketplace realities and will hinder capital investment
in small cable.

A. The Limitations On Passive Investor Treatment Do Not Reflect
Marketplace Realities.

The Commission’s decision to limit application of passive investor treatment to
situations where the investor does not hold a seat on the cable operator's board or
otherwise become involved in the business’ operation, or retain the authority to approve
or disapprove standard business transactions ignores marketplace realities. The record
shows that passive investors do not seek to exercise control over the cable operator’s
business but only to maintain limited oversight to ensure protection of their investments:

¢ “General Electric Capital Corporation claims that passive investors do not

seek day-to-day management of the enterprise and would only seek to
engage in limited oversight to ensure compliance with ownership and
attribution rules. Thus, it argues for a passive/active distinction to ensure
that investors do not shy away from cable operators when greater investment
would faél to maximize the revenue advantages that stem from small operator
status.”

¢ “J.P. Morgan and other investment banks contend that small operators pose
capital risks that underscore the importance of maximizing revenue potential.

15 See Cable Act Reform Order at ] 72.
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Accordingly, these investors assert that they would not risk losing such
advantages by taking their investment beyond the 20% threshold.”*

¢ “[Tlhese institutions emphasize that their passive investments are conducted
on behalf of investor-clients, and their primary allegiance is to these
individuals rather than to the cable operator receiving the capital investment.
Thus, passive investment does not afford operational advantages to the
cable operator.”"”

B. The Absence of a Meaningful Passive Investment Exception Will Hinder
Small Cable.

Under the Commission’s newly promulgated rules, many sméll operators’ current
and future relationships with investors threatens, or could threaten, their deregulatory
status. Capital infusion from institutional and other investors, however, remains vitally
important for small cable. A regulatory regime that threatens to undemmine these
investment relationships will greatly inhibit capital investment in small cable and, therefore,
hinder small cable’s ability to effectively compete in this rapidly advancing multichannel
video programming market. The inability to attract capital will also “relegate much of rural
America served by small cable to a lower quality of service™'® and cripple small cable’s
ability to deploy digital and other advanced services to rural America, widening, not
narrowing the “digital divide.”

Without deregulatory status, investment in small operators becomes less attractive.
Arguing in favor of an active-passive investor distinction, J.P. Morgan and other investment

banks explained, “small operators pose capital risks that underscore the importance of

' 1d.

7.

'8 See SCBA Supplemental Comments at 2.
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maximizing revenue potential. Accordingly, these investors assert that they would not risk

losing such advantages by taking their investment beyond the 20% threshold."*®

While acceding to the need for a passive investment exception, the limitations
placed on such investments will threaten many investment arrangements. To ensure
continued deregulatory status, passive investors would have to forego even minimal
measures ordinarily taken to protect their investments — measures entirely permitted under
the U.S. Small Business Administration’s rules. Charged with protecting the investments
made on their clients’ behalf, investors will instead choose not to invest in small cable
businesses.

V. THE COMMISSION SHOULD ADOPT RESTRICTIONS THAT PARALLEL THE
AFFILIATION STANDARDS USED BY THE SMALL BUSINESS
ADMINISTRATION.

The Association implores the Commission to adopt the Small Business
Administration’s (“SBA”) affiliation standards.® Unlike the Commission’s newly
promulgated regulations, the SBA's standards adequately prevent investors from
exercising control without hindering small businesses’ ability to attract capital. The SBA
regulations contain sufficient detail to allow measures to protect investment without

automatically forfeiting passive investment status.

'* See Cable Act Reform Order at § 72.

% See SCBA Supplemental Comments (filed October 11, 1996) (The Association
explained in detail the SBA's affiliation standards and appended relevant SBA regulations.)
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VI. THE COMMISSION SHOULD STAY ENFORCEMENT OF THE PASSIVE
INVESTOR LIMITATIONS PENDING RECONSIDERATION.

The Commission’s newly promulgated rules threaten to jeopardize existing and
future investment arrangements. Because the need for capital investment remains
critically important to small cable, especially in light of the rapidly advancing multichannel
video programming market, the Commission should stay enforcement of the limitations to
the passive investor exemption pending reconsideration of this aspect of the Commission’s
decision. Staying the effectiveness of the limitations placed on passive investment will
preserve existing relationships and permit continuing efforts by small cable operators to
enter investment relationships without jeopardizing their deregulatory status. Should the
Commission ultimately decide on reconsideration to adopt the SBA'’s affiliation standards,
no harm will come to these relationships. If, however, the Commission reaffirms its passive
investor limitations, the Commission should grandfather investment arrangements that
exist as of the date such decision takes effect. Staying the limitations on passive
investment will maintain the status quo pending the outcome of this matter.




VIl. CONCLUSION
The Commission’s decision fails to provide meaningful relief to small cable

operators. While the Commission attempts to protect against cable operators abusing
deregulatory status without hindering small operators’ attractiveness to capital investments,
its decision falls short. The limitations placed on passive investments render the passive
investor exception superfluous. The Commission’s decision to irﬁpose these restrictions
is therefore arbitrary and capricious. The Commission should repeal these limitations in
favor of the passive investor restrictions used by the U.S. Small Business Administration.
These standards will prevent passive investors from exercising control without jeopardizing
capital investment in small cable businesses.

Respectfully submitted,
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